ABSTRACT
INTRODUCTION
The remittance flows play an important role in many developing countries due to the positive effects. However, these flows, simultaneously, have the negative impact on economies, say, increasing the inflation. This paper will use the VAR method to analyze the impact of remittance on inflation in Vietnam from 1996 to 2012.
Economists are interested in the impacts of remittance flow on inflation. Theoretically, these impacts lead to three different results: an appreciation of local currency, an increase in money supply and a change in BOP. SalterSwan-Corden-Dornbusch model explains the relationship between the inflow (remittance in this case), price level, and real exchange rate in developing countries. The remittance will affect the consumption, leading the price increase, then home currency appreciates. However, the final impacts depend on the exchange rate regime. In fixed exchange rate regime, the inflows will cause inflation and the nominal money supply increase. It causes the home currency
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under the fixed exchange rate regime. However, the empirical evidence of those effects under the float exchange rate regime is not clear.
There is no official research about the impact of the remittance on inflation in Vietnam. Previous research only focused on the effect of the remittance on economy under microeconomic view. For example, Viet (2008) investigated the impact of remittances on poverty and inequality. Pfau and Giang (2009) studied the effects of remittance on household welfare in Vietnam. Niimi and Reilly (2011) analyzed how the gender affect the remittance behavior. Therefore, this paper is new at this time.
Overview on Vietnam's Remittance
With about 5 million Vietnamese living and working in around 90 different nations and territories, Vietnam is one of the world's top 10 remittance-receiving countries, with remittances from overseas Vietnamese in 2013 recorded at US$10.6 billion that is equivalent to about 6.5 per cent compared with previous year, according to the World Bank.
Remittance is one of two foreign inflow capitals (the other is FDI) which accounts for the largest share in Vietnam and tends to increase over years. In period 2003 In period -2006 , the value of remittance exceeded the FDI's.
Compared to ODA, remittance always surpasses. (Figure 1 , 2, and 3, see Appendix)
Variables and Data Description
Our VAR model uses four endogenous variables, which are adequate in explain the remittance framework of a small open economy like Vietnam. We choose variables based on the variables used by Ball et al. (2009) 
METHODOLOGY
The empirical behavior of the variables is modeled using the Vector Autoregressive approach.
The initial econometric model has the reduced form as following:
where Y it is the 4 1 dependent and endogenous vector of variables with
is the error term. We then derive the impulse response functions from equation (1) relying on the Cholesky decomposition to orthogonalize the residuals. For this purpose, "the variables must be ordered such that variables placed higher in the ordering have a contemporaneous impact on all variables lower in the ordering" (Ball et al., 2009 ). Hence, the first variables should be the most exogenous. A careful ordering of the variables allows identifying the response of inflation to a positive shock on remittances.
The theoretical model considers remittances as the most independent of the internal conditions of a country while it has an impact on other variables. Empirical studies, such as Schiantarelli (2005) corroborate this assumption and
show that remittances respond to external factors such as a reduction in transaction costs in the country where migrants live. Hence, remittances are the first variable, while ordering the remaining variables differs depending on the exchange rate regime considered.
Under fix exchange rate regime, the central bank must intervene to keep the nominal exchange rate stable.
Hence, a change in remittance leads to a change real money demand and in the nominal money demand, then in inflation and, finally, in the REER. The resulting orderings are written as following:
Results of the Unit Root Tests and the Optimal Lag
We basically employ the Augmented Dickey-Fuller (ADF) test to exam whether the times series have a unit root.
The null hypothesis is that there is a unit root in our series. In this paper, 1% is chosen to be the significance level.
Thus, if test statistic reported by the ADF test is greater than critical value at 1%, the series is said to have no unit root; otherwise, it has a unit root. Accordingly, the ADF test shows that all of the series, except real GDP, have no unit test at 1% significance level. The Johansen cointegration test shows that there is no cointegration, therefore we can use the VAR model (Table 4 , see Appendix). There are couple of information criteria for selecting the optimal lag number. LR, FPE, AIC, and HQ criteria select one lag as an optimal lag (Table 6 , see Appendix). Thus, we choose one lag to estimate the VAR. To double check the optimal lag and stability of the VAR, we test for autocorrelation among residuals and examine the roots of characteristic polynomial. The autocorrelation LM test shows that there is no autocorrelation among residuals (Table   7 , see Appendix). All inverse roots of characteristic are less than 1, which implies that the VAR satisfies the stability condition (Table 5 , see Appendix). In addition, the Residual Heteroskedasticity. Tests shows that model variance is homoscedasticity (Table 8, see Appendix) . Thus, we are highly confident to run the VAR model with one lag. In the following parts, we will discuss the impulse response functions of inflation with respect to positive shocks of other endogenous variables, specially focusing on the positive shock of remittance.
Responses of the Inflation to Positive Shocks
Figure 4 (see Appendix) shows that, the inflow of remittance causes inflation in Vietnam increase immediately and it lasts 2-3 quarters. It means that an increase in inflow remittance lead inflation tend to increase and vice versa. . In theory, the real exchange rate increases (foreign currency revaluation and local currency devaluation) will make the price of exports cheaper and of imports more expensive, which causes the price level increase. This effect becomes greater because Vietnam has a large import demand. Hence, even though the price of imported goods is quite expensive, it is difficult to reduce the import volumes.
Briefly, remittance, money supply and real effective exchange rate have positive impacts on inflation in Vietnam.
It means that positive shocks of these variables will lead an increase in inflation with different lags. However, from 
CONCLUSION
With the quarterly data from 1996 to 2012 and VAR model, this paper investigates the impact of remittance on inflation in Vietnam. There are two main findings:
First, remittance inflows increase inflation in Vietnam. Empirical evidence has contributed to reinforce the theory of the impact of remittances on inflation in the peg exchange rate regime. It suggests for the policy makers that to minimize the negative impact of remittances on inflation, the central bank should reconsider the exchange rate regime.
Second, both money supply and real effective exchange rate affect inflation, however, they account for mere 2-3%. Inflation expectations is a major factor explaining the volatility of inflation in Vietnam. 
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